Abstract: This article reports the results of an empirical study of the effect of the new prudent investor rule on asset allocation by institutional trustees. Using federal banking data spanning 1986 through 1997, the authors find that, after adoption of the new prudent investor rule, institutional trustees held about 1.5 to 4.5 percentage points more stock at the expense of "safe" investments. This shift to stock amounts to a 3 to 10 percent increase in stock holdings and accounts for roughly 10 to 30 percent of the over-all increase in stock holdings in the period under study. The authors conclude that the adoption of the new prudent investor rule had a significant effect on trust asset allocation.
Introduction

The Quiet Revolution in American Trust Law
A quiet revolution in American trust law is upon us. Traditional rules, unchanged for decades, have been revised substantially or, in some cases, reversed. The law pertaining to trust investment, including prudence, diversification, and accounting for principal and income; perpetuities; asset protection trusts; fiduciary obligation in revocable trusts; trustees' powers; direction of trustees and trust protectors; delegation by trustees; modification, termination, and trustee removal; settlor standing; noncharitable purpose trusts; beneficiaries' rights to information; and business trusts, among others, has been updated or rewritten altogether. 1 Cases involving facts that are indistinguishable from those of precedents fewer than twenty-years old are yielding opposite outcomes. 2 Some of the new trust law has been produced top-down by the American Law Institute and the Uniform Law Commission, through the Restatements and Uniform Acts. The top-down process is typified by academic reporters (drafters) and advisors working in concert with practitioner representatives from the American College of Trust and Estate Counsel and the Section on Real Property, Trusts, and Estates of the American Bar Association. In general, the top-down reforms are designed to update the law in view of the transformation of the irrevocable trust into a management device for financial assets,
Other major changes to the trust law canon have been bottom-up, driven by local lawyers and bankers in response to the increasingly national scope of the competition for trust business. These reforms are implemented through the lobbying efforts of state bar and bankers' associations, spurred on by a desire to attract or retain trust business. 7 As a consequence, the bottom-up reforms tend to promote dead hand control, reflecting the commercial necessity of appealing to apparent donor preferences. 8 These dual modes of law reform, which operate either in tandem or in opposition depending on the issue, have produced a thoroughly revised and increasingly statutory trust law. 9 Today the state legislatures, not the state courts, are the makers of American trust law. The new statutory trust law is clearer, an important development given the national character of modern trust practice and the lack of deep case law precedent in many states. 10 But being statutory, the new law is also less supple and may prove harder to change.
In an ongoing series of articles, we have undertaken to assess empirically the effects of the quiet revolution in American trust law. For example, we have studied the effect of the repeal of the Rule Against Perpetuities, finding that there is a vigorous competition for trust funds. The situs of over $100 billion in trust assets has been influenced by the recognition of perpetual trusts.
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Further study of perpetual trusts and other reforms, both top-down and bottom-up, is in progress, as is a more general study of the political economy of American trust law reform. Ultimately these projects will be synthesized into a book, Lawyers, Banks, and Money: The Quiet Revolution in American Trust Law, to be published by Yale University Press.
In this article, we summarize our findings to date on the effect of the new prudent investor rule on asset allocation in noncommercial trusts. 12 Perhaps the quintessential top-down reform, the new prudent investor rule was presaged in the scholarly literature and is solidly grounded in modern portfolio theory. But the rule took firm hold only after the promulgation of the Restatement (Third) of Trusts in 1992 and the Uniform Prudent Investor Act in 1994. Today some version of the new prudent investor rule is the law in all states.
Summary Statistics
Although a private trust arises from private agreement without the need for a filing with the state, there are nonetheless public data on trust usage in donative transfers, chiefly from two sources. First, federal law requires banks and other trust institutions that are part of the Federal Reserve System to make annual reports of their trust holdings. These reports indicate roughly $760 billion held in roughly 1.25 million private and charitable trust accounts as of year-end 2006. These eye-popping figures necessarily understate the donative trust business because they exclude all trusts for which the trustee is not an institution in the Federal Reserve System. Second, data on donative trust usage can be assembled from trust income tax returns. Trustees of "simple" and "complex" trusts, which are tax terms of art, must file a federal tax return, Form 1041, in each year that the trust earns income. 13 In filing-year 2007, the Internal Revenue Service received more than 2 million such returns reporting $142.5 billion in gross income, $3.7 billion in fiduciary fees paid, and $1.6 billion in attorney, accountant, and other professional services fees paid. These figures exclude trusts, such as revocable trusts, that are not simple or complex under the tax code, hence these figures too understate trust usage in practice.
These data, patchy though they may be, show that state trust investment law governs the investment of 7 See, e.g., Stewart E. Sterk, Jurisdictional Competition to Abolish the Rule Against Perpetuities: R.I.P. for the R.A.P., 24 CARDOZO L. REV. 2097 REV. (2003 . In Professor Dobris' words, "When the bankers want something, they get it." Joel C. Dobris So goes an old saw about the banking industry that reflects long experience with risk-averse, conservative trust investing by institutional trustees operating under the prudent man rule of trust investment law. The prudent man rule favored "safe" investments such as government bonds and disfavored speculation in stock, and under the rule the courts assessed the prudence of each investment in isolation rather than in the context of the portfolio as a whole.
Over the last 25 years, all states have replaced the old prudent man rule with the new prudent investor rule. Drawing on the teachings of modern portfolio theory, the new prudent investor rule directs the trustee to invest on the basis of risk and return objectives reasonably suited to the trust and instructs courts to review the prudence of individual investments not in isolation but in the context of the trust portfolio as a whole.
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The new prudent investor rule thus abolishes all categorical restrictions on permissible types of investments and clearly rejects the old law's hostility to investment in stock.
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The question thus arises: Has the new law affected asset allocation in noncommercial trusts?
Making use of state-and institution-level panel data of trust assets held by institutions in the Federal Reserve System between 1986 and 1997, 19 we examined the effect of the new prudent investor rule on trust asset allocation. In the period under study, 35 states adopted the new rule. 20 We find that after a state's adoption of the prudent investor rule, reporting trust institutions held about 1.5 to 4.5 percentage points more stock at the expense of "safe" investments, 21 suggesting movement outward on the risk and return curve. This shift to stock amounts to a 3 to 10 percent increase in stock holdings and accounts for roughly 10 to 30 percent of the overall increase in stock holdings in the period under study. We provide some evidence that the rest of the increase is attributable to stock market appreciation.
Even though trust investment laws are nominally default rules, we conclude that such rules affect trust portfolio allocation in practice. Further, by showing that trustees are sensitive to changes in trust fiduciary law, our findings imply that the fiduciary obligation is a viable means of trust governance.
Organization
The remainder of this article is organized as follows. Section 2 motivates the empirical analysis by surveying the law and economics of trust investment. Section 3 explains our research design, the nature of our sample data, and our identification strategies. Section 4 presents our findings, first with a graphical analysis and second with a summary of our econometric analysis. For accessibility, in Sections 3 and 4 we 14 In view of the increasing use of perpetual trusts and the growing popularity of the inter vivos revocable trust as a mode of nonprobate transfer, the volume of investment capital managed by trustees is likely to grow further. Moreover, UNIFORM PRUDENT MANAGEMENT OF INSTITUTIONAL FUNDS ACT § 3 (2006) applies the prudent investor rule to charities organized as nonprofit corporations (charities organized as trusts are covered directly by state trust investment law). 15 The prior literature is thin. In Martin D. Begleiter, Does the Prudent Investor Need the Uniform Prudent Investor Act-An Empirical Study of Trust Investment Practices, 51 ME. L. REV. 27 (1999), the author reports the results of his survey of 239 banking institutions in Iowa. Of the 61 institutions that replied, a substantial majority indicated that they employed risk/return analysis in making trust investments and that the new prudent investor rule did not flatly prohibit specific investments. Begleiter did not undertake a before-and-after comparison.
In MGMT. 647 (2008) , published after our 2007 study, the authors examine the effect of prudent trust investment laws on the preference for dividend-paying stocks among institutional investors such as insurance companies and bank trust departments. Based on SEC filings covering the period 1990 to 2000, they find that such institutions increased their holdings in non-dividend-paying stocks after a state's adoption of the new prudent investor law. However, their data do not distinguish between personal trusts and other funds not formally covered by state prudent investor rules, such as Employee Retirement Income Security Act of 1974 (ERISA) benefit funds. By contrast, our data isolate actively-managed personal trust funds from other institutional holdings and more closely align those funds with the applicable state law; we exclude principal and income reform, which potentially affects asset allocation and is likely to affect preference for dividend-paying stocks; and in some specifications we use ERISA funds, which are governed by federal law, as a control group. 16 19 The nature and sources of our data are detailed in Section 3.1. 20 Nine of those 35 adoptions, however, came in 1997, the last year of the study. See Figure 2 and Appendix. 21 The reasons for studying percentage of stock holdings and the meaning of "safe" investments are detailed in Section 3. summarize rather than include our econometric analysis, which is readily available elsewhere.
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Section 5 concludes by considering several doctrinal and policy implications of our findings and points to further research questions.
The Law and Economics of Trust Investment
Fiduciary Administration
A trust is a fiduciary relationship in which the trustee holds legal title to specific property, entrusted to him or her by the settlor, and manages that property for the benefit of one or more beneficiaries. The trust therefore separates beneficial ownership (the beneficiaries) and control (the trustee), interposing a fiduciary between the beneficiaries and the trust property.
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In recognition of the need for flexible management to account for changing market conditions and the evolving needs of the beneficiaries, the modern law gives the trustee expansive powers. But with broad trustee empowerment comes the need to safeguard the beneficiaries from mismanagement and misappropriation. Enter the fiduciary obligation.
24
Trust law supplies a set of fiduciary rules, largely default but with a mandatory core, 25 that prescribe the trustee's level of care (the duty of prudence) and proscribe misappropriation (the duty of loyalty).
Such terms are open-ended standards that are enforced through ex post litigation, in effect an after-the-fact judicial completion of the trust agreement. A beneficiary who believes that the trustee acted disloyally or imprudently may sue the trustee for breach of trust.
Because trust default law makes it difficult for the beneficiary to remove the trustee, and because the beneficiary's interest is typically inalienable (that is, there is no market for trust control), the threat of fiduciary litigation is the primary force for aligning the interests of the trustee and the beneficiary-that is, for minimizing agency costs in the modern trust relationship. 26 With respect to managing the trust's assets, unless the settlor provides otherwise, the trustee's fiduciary duty of prudence is defined by the default rules of the state's prudent trust investment laws.
The Prudent Man Rule
After the South Sea Bubble burst in 1720, the English Court of Chancery developed a list of presumptively proper investments for trustees. These "legal lists," which later were widely adopted in the United States, generally favored investment in government bonds and first mortgages and proscribed investment in equities. buying securities on margin, or buying discounted bonds was presumptively improper. 35 The old law's preoccupation with safety and speculation invited what psychologists and behavioral economists call hindsight bias in the form of after-thefact "searches for evidence that investments were too risky."
36
If a higher risk investment did not pay off, the trustee faced potential liability for imprudently speculating in stock.
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Worse still, the courts assessed the prudence of each investment in isolation rather than in the context of the portfolio as a whole. This practice exposed the trustee to liability for a decline in the value of one stock even if that stock was part of a welldiversified portfolio suited to the purpose of the trust and the risk tolerance of the beneficiaries.
At the same time, judicial enforcement of language in the trust instrument modifying the prudent man rule, or purporting to release the trustee from the rule altogether, was at best uncertain. Neither a specific empowerment in the trust instrument to make a particular investment nor a broad exculpation clause insulated the trustee from judicial review.
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Not surprisingly, prior studies have found bank trust departments to be among the most conservative of institutional investors. 
The Prudent Investor Rule
In the latter part of the twentieth century, scholars and practitioners familiar with modern portfolio theory began calling for reform of the prudent man rule.
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As the critics rightly noted, investments cannot be characterized as "safe" or "speculative" in abstract 31 RESTATEMENT (THIRD) OF TRUSTS at p. 288 (2007) It was common knowledge, not only amongst bankers and trust companies, but the general public as well, that the stock market condition [in August 1929] was an unhealthy one, that values were very much inflated, and that a crash was almost sure to occur. In view of this fact, I think it was the duty of the executors to dispose of these stocks immediately upon their qualification as executors. Common knowledge indeed! Query whether the judge had been selling short in the months before the crash. People who know that the market will crash tomorrow will sell today. If it had been common knowledge in August 1929 that a crash was looming, then the crash would have started in August, not October. 37 See, e.g., First Alabama Bank of Montgomery v. Martin, 425 So. 2d 415, 427 (Ala. 1983), which held that investment in a set of stocks that underperformed was imprudent "speculation" because the trustee had intended to sell them after appreciation. See also Rachlinski, supra note 36, at 79-81 (collecting cases). 38 On exculpation clauses, see DUKEMINIER, SITKOFF & LIND-GREN, supra note 1, at 607-608. On modifying the default duty of prudence in trust investment, see id. at 717-720. The legal principle is that the trustee's exercise or nonexercise of a power, even one specifically granted by the trust instrument, is subject to the trustee's fiduciary obligations to the beneficiaries. In the words of the Restatement, "the fact that an investment is permitted does not relieve the trustee of the fundamental duty to act with prudence. The fiduciary must still exercise care, skill, and caution in making decisions to acquire or retain the investment." RESTATEMENT (THIRD) OF TRUSTS § 91, cmt. f (2007) . 39 On the basis of SEC filings of institutional stock holdings prior to 1990, Del Guercio concluded that bank trust departments were the most conservative institutional investors. Diane Del Guercio, The Distorting Effect of the Prudent Man Laws on Institutional Equity Investments, 40 J. FIN. ECON. 31 (1996) . Although Del Guercio did not exploit differences in state laws and lumped ERISA funds and personal trust funds together (few states adopted the new prudent investor rule during the period of her study), she attributed bank trust departments' relative conservatism to the prudent man rule.
Using SEC filings from 1983 to 1997, Bennett, Sias, and Starks examined differences in asset allocations across institutional investors, likewise finding that bank trust departments invested quite conservatively. James A. Stock has a greater default risk than corporate bonds, and corporate bonds have a greater default risk than U.S. government bonds. But their expected returns reflect these differences in default risk. 42 The focus should not be on risk in the abstract, but rather on the tradeoff of risk and return that best suits the trust in view of its purpose and the risk tolerance of the beneficiaries.
The critics pointed to the further insight from portfolio theory that the prudence of an individual investment cannot be assessed without attention to the portfolio as a whole. Suppose investment A is high risk and investment B is low risk. Even if neither is suitable for the trust in isolation, a simultaneous investment in both might provide just the right mix of risk and reward. An investment in a company that makes suntan lotion looks very different if paired with an investment in a company that makes rain umbrellas versus a company that makes beach umbrellas. What is now understood is that unsystematic risk, which is to say firm-and industryspecific risk, tends to be inversely correlated across firms and industries. Unlike systematic or market risk, unsystematic risk can therefore be removed through diversification.
The critics also noted that investment in long-term, fixed-rate obligations with little default risk such as government bonds, which were favored under the old prudent man rule, exposed the trust to inflation risk. When the rate of inflation exceeds the interest rate on the bond, in real value the trust estate shrinks.
In response to the cogency of these criticisms, in the mid to late 1980s a handful of states repealed the prudent man rule in favor of a new prudent investor rule. But widespread repeal of the prudent man rule did not come until the 1990s, when the rule received two decisive deathblows. First, in 1992, the American Law Institute published an interim revision to the trust investment sections of the Restatement of Trusts. 43 Second, in 1994, the Uniform Law Commission promulgated the Uniform Prudent Investor Act. The core reforms of the new Restatement and Uniform Act, which implement the teachings of modern portfolio theory, have been adopted in all states, primarily though not exclusively through enactment of the UPIA. 44 Figure 1, below, shows the percentage of trust assets in our sample data held in stock and the percent- 44 We treat any statute that instructs courts to evaluate the prudence of a particular investment in light of the composition of the trust portfolio as a whole as an adoption of the prudent investor rule even if the statute is not based on the Restatement (Third) of Trusts or the UPIA. The Appendix details our dating of the modern prudent investor laws. The UPIA is more complete than some of the earlier statutes in that it expressly abolishes all categorical restrictions on investments, UPIA § 2(e), and forbids hindsight review, UPIA § 8. The Restatement and UPIA also fold the duty to diversify into the duty of prudence. See UPIA § 3; RESTATEMENT (THIRD) OF 
Does Default Trust Investment Law Matter?
As reformulated (and made gender neutral), the new prudent investor rule provides that the "trustee's investment and management decisions respecting individual assets must be evaluated not in isolation but in the context of the trust portfolio as a whole and as a part of an overall investment strategy having risk and return objectives reasonably suited to the trust." 46 Like the old law, the new law is nominally a default rule that may be altered by the terms of the trust. 47 Default rules should matter only in the presence of transaction costs. If the settlor can easily specify investment directions in the trust instrument, and if the trustee's compliance with those instructions is easily observed, the change in prudent trust investment standards should have had little effect on trust investment in practice. Taking notice of survey evidence that optouts from the prudent man rule were common, 48 scholars such as Jeffrey Gordon, John Langbein, and Richard Posner theorized that the old rule endured for so long in part because sophisticated parties opted out of its application. 49 There are, however, good reasons to suppose that the default rules of prudent trust investment law nonetheless influence trust investment in practice. The conditions of financial markets, the needs of the beneficiaries, and the identity of the beneficiaries may vary over time. It is not feasible for the settlor to specify in advance how the trustee should invest in all contingent future states of the world. "The modern trustee conducts a program of investing and managing financial assets that requires extensive discretion to respond to changing market forces." 50 This is to say that trust agreements are incomplete contracts for which default fiduciary rules necessarily remain relevant.
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Under the old law, moreover, the trustee's litigation risk was asymmetric. Typically the beneficiary would not have a viable cause of action for a too-conservative portfolio (government bonds were effectively per se prudent).
52
But if an investment in stock did not pay off, in hindsight courts sometimes deemed it to have been imprudent speculation even if the investment was sensible ex ante in light of the portfolio as a whole.
53
Typical industry compensation arrangements, which are based on the total corpus of the trust and are usually 1 percent or less per annum, 54 exacerbated this problem by providing little incentive for the trustee to make more aggressive investments given the asymmetric litigation risk.
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In general, the new law applies prospectively to existing trusts. 56 Thus, after adoption the new prudent investor rule applies to the trustee's subsequent invest- 45 The nature and sources of our data are detailed in Section 3.1. 46 53 See supra note 37 and accompanying text. Adding to the asymmetric litigation risk is the rule that professional trustees, such as the institutional trustees in our sample, are held to an even higher standard of care. See UPIA § 2(f); RESTATEMENT (THIRD) OF TRUSTS § 77(3) (2007) . 54 For an example, see DUKEMINIER, SITKOFF & LINDGREN, supra note 1, at 551 n.4. 55 Often the purpose of the trust is to supply steady income to the surviving spouse and children, who have a low tolerance for risk. By contrast, an institutional trustee with a portfolio of trust funds under management is likely to be risk neutral, or at least less risk averse than the individual beneficiaries. For this reason, the benefits of trying to solve the incentive problem by setting the trustee's compensation in relation to the trust's annual return are likely to be outweighed by the costs of exacerbating the risk-sharing problem. The fundamental difficulty is that the solution in the textbooks on economics to the principal-agent problem with a riskaverse principal and a risk-neutral (or at least less risk-averse) agent, selling the project to the agent, is foreclosed by the transferor's use of the trust form instead of an outright transfer. On this account, the settlor is the trustee's primary principal. See Sitkoff, supra note 23, at 648-649. 56 See UPIA § 11. ment decisions, including the failure within a "reasonable time" to reallocate a portfolio that was in compliance with the old law but does not satisfy the new law.
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However, compliance with the new law will not always require a portfolio reallocation. The risk tolerance of the beneficiaries and the purpose of the trust may require a conservative investment strategy-for example, the paradigmatic trust for the benefit of a widow and orphans. 58 Further, the new law does not require immediate reallocation if the benefits of doing so are outweighed by the attendant tax and other transaction costs. Accordingly, the extent to which adoption of the new prudent investor rule caused a change in trust portfolio allocation will be a function of the risk tolerance of the beneficiaries of the trusts in our sample, the transaction costs of portfolio reallocation and the meaning of "reasonable time," and the extent to which settlors had been able successfully to opt out of the prior law.
Research Design
The Data
Trusts in the Federal Reserve System
The trust data examined in this study come from annual reports to federal banking authorities by financial institutions such as banks, savings and loan associations, and trust companies that are part of the Federal Reserve System. Federal law requires these institutions to report their trust holdings, including total trust assets, number of trust accounts, and allocation of trust assets across certain investment categories. The data are at the institution level; individual account data are not reported.
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The trust holdings of reporting institutions are categorized as Employee Benefit Trusts, 60 Personal Trusts, and Estates. The Personal Trusts category, on which we focus, includes private and charitable trusts, both inter vivos and testamentary, but excludes commercial trusts and employee benefit plans. Reporting institutions state their holdings as of December 31 of the reporting year. We therefore code adoptions of the prudent investor rule as taking place in the year the legislation took effect. The asset allocation of reported trust holdings is broken down into the following categories: (1) stock (common and preferred combined), 62 (2) interest-bearing accounts, (3) U.S. treasuries, (4) local government bonds, (5) money market funds, (6) other short-term obligations (mainly commercial paper), (7) other bonds, (8) mortgages, (9) real estate, and (10) miscellaneous. "Other bonds" includes corporate and foreign government obligations, and "real estate" includes a variety of real estate investments. As discussed below, we use the percentage of stock holdings as our primary outcome variable. We also examine the percentage of "safe" holdings, with "safe" defined consistent with the old prudent man rule to include federal, state, and municipal bonds, interest-bearing bank accounts, money market funds, and mortgages. 63 Because the data do not detail individual holdings within asset classes, we cannot examine the effect 57 See UPIA § 4; RESTATEMENT (THIRD) OF TRUSTS § 92 (2007). 58 As the official comment to UPIA § 2 explains, "tolerance for risk varies greatly with ... the purposes of the trust and the relevant circumstances of the beneficiaries. A trust whose main purpose is to support an elderly widow of modest means will have a lower risk tolerance than a trust to accumulate for a young scion of great wealth." In a similar vein, the contemporaneous practitioner literature predicted that adoption of the new rule "will not cause a radical restructuring of existing trust investment portfolios," but rather would affect only "those trusts having purposes and circumstances which would cause the prudent investor to invest a portion of the portfolio in more growth-oriented, less conservative types of investments, or to apply more aggressive and sophisticated management 60 Employee Benefit Trusts is divided into two categories: (1) when the institution exercises investment discretion as trustee, and (2) when the bank is an investment manager as defined in section 3(38) of ERISA, 29 U.S.C. § 1002(38). We use only data reported in the first category, when the institution acts as trustee. When the reporting institution operates as an investment manager instead of a trustee, its investment decisions are subject to direction from the trustee, and the institution may be responsible for only a subset of the fund's assets. For example, a trustee might allocate a portion of the trust fund to bank A, directing A to invest its share of the fund entirely in stock, while allocating the rest of the fund to bank B, directing B to invest entirely in mortgages and bonds. See, e.g., In re Unisys Savings Plan Litigation, 74 F.3d 420, 439 (3d Cir. 1996).
61 See Appendix.
of the new prudent investor rule on shifts within an investment class. For example, we cannot observe shifts from stock in large companies to stock in small companies, or from stock in dividend-paying companies to stock in non-dividend-paying companies. Nor can we examine the effect of the new rule on asset allocation within individual trusts, as the data are at the state and institution levels. What the data do show is the percentage of aggregate holdings that are held in each of the ten specified asset classes, including stocks, corporate bonds, government bonds, and real estate. 64 Although more granular data would be preferable, these coarser data nevertheless allow for examination of changes in the relative proportion of trust assets held in the different asset classes before and after adoption of the prudent investor rule. To that end, we take the percentage of trust assets held in stock as our primary outcome variable. We examine the changes in the percentage of personal trust assets held in stock in the states that adopted the new rule relative to the changes in such holdings in states that did not adopt the new rule.
Percentage of trust assets held in stock is an illuminating outcome variable because the old prudent man rule disfavored broad classes of equity holdings. If the prior law constrained trust asset allocation, we would expect to see reallocation toward equity after adoption of the new rule. Further, increased stock holdings at the expense of government bonds and other investments with little to no default risk would imply higher-risk portfolios. Thus, an observable increase in the percentage of stock holdings is a suitable proxy for movement outward on the risk and return curve. The inclusion of charitable trusts and revocable trusts in the Personal Trusts category has the potential to dampen our results, working against a finding that the new prudent investor rule affected trust asset allocation. 66 Charitable trusts are indeed subject to the prudent investor rule. 67 But they lack an ascertainable beneficiary with an economic incentive to enforce the trust. Instead, charitable trusts are enforced by the state attorney general, and in practice such enforcement is rare. 68 The absence of significant fiduciary enforcement activity for charitable trusts could attenuate the effect of changes in the applicable fiduciary rules.
With respect to revocable trusts, the modern law provides that the trustee owes fiduciary duties only to the settlor, not to the beneficiaries.
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The theory is that because the settlor retains the power to revoke the trust, it is a will substitute, and the trust property should be regarded as belonging to the settlor. 70 Under the modern law, therefore, the trustee is subject to the settlor's direction in managing the trust 62 Shares in certain mutual funds (but not municipal bond funds, which are reported as local government bonds, or money market funds, which have their own category) are reported as stock holdings. To the extent that shares in mutual funds are reported as stock even if the underlying mutual fund is invested in bonds, the relative percentage of stock holdings might be overstated. This potential overstatement does not undermine our research design, however, for several reasons.
First, most of the year-to-year variation in the variable for percentage of stock holdings can be explained by stock market movements. This indicates that the trust holdings reported as stock are correlated with the stock market.
Second, in the period under study, mutual funds moved aggressively into corporate bonds, foreign government bonds, and high-yield bonds, holding more in those categories than U.S. TRENDS AND ACTIVITY IN THE INVESTMENT COMPANY INDUSTRY at  Table 29 (2009). As compared with U.S. government bonds, these other types of bonds are associated with a greater risk of default and exchange rate risk. Hence, any increase in percentage of stock holdings that is attributable to mutual fund holdings would still imply a riskier portfolio, which is our underlying inquiry.
Third, in unreported regressions we combined the separately-reported corporate bonds category with stock holdings and found slightly stronger effects, which implies that we have not conflated a movement from corporate bonds to corporate bond mutual funds with an increase in stock holdings (regressions on "other bonds" alone showed a weak positive effect of the reform). See infra note 86. 63 The remaining investment categories, "other bonds," "real estate," and "short-term obligations," varied substantially over the period and resist classification, and in any event typically amounted to less than 10 percent of the average state's aggregate portfolio.
64 Until the trust becomes irrevocable, the trustee is not liable to the beneficiaries for imprudent portfolio management. Accordingly, changes in trust fiduciary law should not have a significant effect on the administration of revocable trusts.
Timeframe
Although the data are available from 1986 through the present, we examine only the years 1986 through 1997 for three reasons. First, the data are reported by state of the reporting institution's charter. Prior to 1997, interstate banks tended to operate as bank holding companies, which the Federal Reserve designates as the "high holder," with separately chartered and therefore separately reporting banks in different states.
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Although there is flexibility in the choice-of-law rules, the applicable fiduciary law is typically the law of the trustee's state of residence. Accordingly, our coding of the prudent investor rule enactments should capture the law applicable to the reported assets.
Beginning in 1996, however, banks and bank holding companies were authorized to convert independently chartered banks in other states into branch offices of a single interstate bank, 73 and a large wave of consolidations took place in the late 1990s. Because the data are collected by institution and then aggregated by the chartering state of the reporting institution, the interstate bank mergers and branching of the late 1990s has the potential to bias our results by changing the state in which assets are reported without a corresponding change in governing law.
Second, many states reformed their rules governing the accounting of principal and income after 1997. These reforms, chiefly unitrust and equitable adjustment legislation, could affect trust asset allocation because they made less rigid the formal distinction between capital gains and income. 74 Prior to 1997, principal and income rules were for the most part uniform across the states.
Third, state laws concerning the rule against perpetuities and self-settled asset protection trusts became significantly differentiated beginning in 1997. 75 Although these changes do not bear directly on trust investment law, they nonetheless have the potential to affect trust investment practice. Perpetual trusts and self-settled asset protection trusts have a different time horizon and purpose that might warrant heavier investment in equities. 
The Natural Experiment
Figure 2 depicts the adoption pattern of the prudent investor rule statutes between 1986 and 1997, the period under study. The substantial temporal and geographic variation means that there were repeated "natural experiments" on the effect of the new rule on trust asset allocation. 74 Prior to the principal and income reforms, the form of the investment return determined its classification as income or principal. The problem with this approach is that trusts are commonly set up to pay income to one beneficiary for life (often a surviving spouse) and then the principal to another beneficiary (such as a surviving child) on the life beneficiary's death. For example, suppose T bequeaths a fund to X in trust to pay the income to A for life and then the principal to B on A's death. If X invests in bonds or in stocks that pay a cash dividend, under traditional law A is benefited because interest on bonds and cash dividends on stock are classified as income. By contrast, if X invests in stocks that do not pay a cash dividend, under traditional law B is benefited because stock appreciation is classified as principal. Because the trustee has a duty to act impartially, giving due regard to the needs of the income and principal beneficiaries, the principal and income rules bear directly on the trustee's asset allocation. , table 1. 76 Id. at 385-387. Regressions on the full sample tended to decrease the coefficient estimates a bit, but the results remained statistically significant.
The key to our research design is the repeating nature of the natural experiment. Different states adopted the prudent investor rule at different times. We examine trust asset allocation in each adopting state after the rule's adoption in relation to the state's trust asset allocation prior to adoption, and we use the contemporaneous trust asset allocation in the other states as a control. This empirical strategy, called "differences-in-differences" regression, 77 is a well-accepted and widely-used statistical technique for assessing the effect of a change in some but not all of a group. In our context, the group is the states, and the change is the adoption of the prudent investor rule. Roughly speaking, we examine the changes in the percentage of trust assets held in stock before and after adoption of the new rule in adopting states, and subtract the changes in the percentage of trust assets held in stock in nonadopting states in the same years (thus "differences-in-differences").
The theory is that factors other than the new rule, such as general economic conditions, affect both groups similarly and thus are accounted for by focusing on the differences between the two groups. At the same time, factors idiosyncratic to a particular state are accounted for by examining the differences in the state's asset allocation before and after the reform. In addition, the variation over time allows us to separate the effect of the rule from other contemporaneous trends, such as stock price fluctuations or evolving investor preferences.
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As further checks, we include controls to account for other sources of variation across the states that might affect trust asset allocation. For example, we include controls for state income, population, and total trust assets under management (the last on the theory that it might proxy for sophistication of the trustee and risk tolerance of the beneficiaries). We also use "year fixed effects," which accounts for common time factors such as yearly stock market returns.
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To account for changing risk preferences and evolving investment culture, we use the percent of stock in ERISA funds as yet another control. Portfolio management in ERISA funds is subject to a duty of prudence under ERISA, not state trust law, and ERISA 77 For a formal presentation of our empirical strategies, including our various regression models, see Schanzenbach & Sitkoff, supra note 12, at 692-695. 78 The interim volume of Restatement (Third) of Trusts on the prudent investor rule, published in 1992 as approved by the American Law Institute in 1990, is perhaps the most important contemporaneous factor bearing on trust asset allocation. However, unlike the state prudent investor rule statutes, the Restatement is not statespecific. Accordingly, our strategy of exploiting variation over time in the state enactments should control for any effect of the Restatement, isolating the separate effect, if any, of the prudent investor rule statutes. Moreover, as a further check we ran regressions estimating the effect of the prudent investor rule statutes before and after the Restatement. In some of these regressions we found no additional effect of the Restatement; in others, we found that after the Restatement, stock holdings increased in reform states even more relative to nonreform states. Consequently, although we can draw no firm inferences about any independent effect of the Restatement, we can conclude that the state prudent investor rule statutes had an effect on trust asset allocation independent of the Restatement.
On balance, we think that the Restatement had little independent effect in states that did not adopt a prudent investor rule statute. As discussed below in Section 4.2.2, most of the increase in percentage stock holdings is traceable to the prudent investor rule statutes and general stock market appreciation. There is no otherwise discernable trend beginning at the Restatement's promulgation. However, because we lack the sort of variation that would allow for clean identification of the Restatement's impact, we draw no firm conclusion.
79 See Section 4.2.4.
has been interpreted in accord with the new prudent investor rule since at least 1979.
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Consequently, asset allocation under ERISA should be less sensitive to changes in state prudent investor rules than personal trusts but similarly sensitive to general market trends and institutional tastes for equity.
As a final robustness check, we use ERISA funds as a control group. In these regression models, we took as our outcome variable the difference between (a) the year-to-year change in the percentage of trust assets held in stock in reform states relative to nonreform states, and (b) the year-to-year change in the percentage of ERISA fund assets held in stock in reform states relative to nonreform states. In effect, these regressions add a further layer of differencing. Factors bearing on institutional preferences for equity common to personal trusts and ERISA funds are therefore removed, further isolating the effect of the state prudent investor rule. trend toward increased trust holdings in stock and decreased holdings in government bonds is evident. However, there are substantial differences in the timing and magnitude of the trend across the states, as indicated by the vertical spread of the dots in each year. We hypothesize that the asynchronous timing of the states' adoption of the prudent investor rule explains some of this variance.
Results
Graphical Analysis
To test this hypothesis, Figure 4 depicts the percentage of trust holdings in stock and in "safe" investments in states that adopted the prudent investor rule in the years before and after the rule's adoption. We define "safe" in line with the old prudent man rule to mean government bonds, interest-bearing bank accounts, money market funds, and mortgages. We took the year of adoption of the rule as year zero, and detrended the data to remove year-to-year market fluctuation. 1)(B) ). The official commentary to the regulation explains: "The 'prudence' rule in the Act sets forth a standard built upon, but that should and does depart from, traditional trust law in certain respects. The Department is of the opinion that (1) generally, the relative riskiness of a specific investment or investment course of action does not render such investment or investment course of action either per se prudent or per se imprudent, and (2) the prudence of an investment decision should not be judged without regard to the role that the proposed investment or investment course of action plays within the overall plan portfolio." 44 Fed. Reg. 37,221, 37,222 (June 26, 1979) . The federal courts therefore employ a total-portfolio approach in ERISA litigation involving the prudence of individual pension trust investments. See Laborers National Pension Fund v. Northern Trust Quantitative Advisors, 173 F.3d 313, 322 (5th Cir. 1999) (reversing because the court below reviewed the investment in question "in isolation under the common law trust standard, instead of according to the modern portfolio theory required by ERISA policy as expressed by the Secretary's regulations"). 81 Although we do not report the results in this article, in our underlying study we also examined the data at the institution level, with results that are comparable to our state-level findings. See Schanzenbach & Sitkoff, supra note 12, at Tables 2 and 4 . 82 We detrended by running a regression with only year dummies on the full sample (1986 through 1997), with 1986 as the excluded year, and then subtracted the year coefficients from the observed average in that year.
The lines for stock and "safe" investments are almost perfect mirror images, with what appears to be a shift from "safe" investments to stock after adoption of the new prudent investor rule. Prior to the new rule, both lines are basically flat, and the reform has an almost immediate effect that increases over time. Thus, Figure 4 strongly suggests that the reallocation trend did not predate the reform and that the reform was not enacted in response to changing trust investment practices. Put otherwise, Figure 4 provides powerful evidence that the reform caused the reallocation from government bonds to stock and was not merely associated with it.
Figures 5 and 6, below, point in the same direction but from another perspective. These Figures trace the percentage of stock and the percentage of "safe" investments in personal trusts by reform status of the state. Again we observe a persistent difference between reform and nonreform states, with the average trust in the reform states holding more stock and fewer "safe" investments. Taken together, these Figures suggest that trusts in states that adopted the new rule held more stock-on the order of 1 to 4 percent, depending on the year-at the expense of "safe" investments. 83 The foregoing graphical analysis provides strong support for the hypothesis that enactment of the new prudent investor rule led to a reallocation to holdings in stock. Such a reallocation suggests movement outward on the risk and return curve. In the next section we report the results of more rigorous tests statistical inference. As we shall see, those results are consistent with the graphical analysis.
Regression Analysis
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We undertook a series of differencesin-differences regressions using a basic model and a host of alternate specifications as robustness checks. These regressions showed a consistent, statistically significant reallocation in trust holdings from "safe" investments to stock after a state's adoption of the new prudent investor rule.
Percentage Stock in Personal Trusts
In the most basic model, we found that the average trust's stock holdings increased by 1.72 percentage points after enactment of the new rule. When we add as controls each state's total state trust assets and percentage of ERISA funds held in stock, the result increases slightly to 2.11 and is even more statistically significant. To put these results in perspective, in the period under study the average state held 47 percent of its personal trust assets in stock, and the average state's stock holdings increased roughly 14 percentage points. Taking the 2.11 point finding at face value, our results imply that adoption of the new prudent investor rule explains about 15 percent of the increase in stock holdings in the period under study. 85 83 The gap between the reform and non-reform lines changes as states switch from one category to the other. For example, in 1997, the non-reform states had higher stock holdings than reform states. However, nine states adopted the UPIA in 1997, and those states had lower stock holdings at the time of adoption. Likewise, we hesitate to draw a strong inference from the higher stock holdings in reform states observed at the beginning of the graph because trustees in the early-adopting states may have been investing more aggressively. The differences-in-differences regression methodology averages out these state-specific factors. 84 Readers interested in a full recounting of our regression analysis should consult Schanzenbach & Sitkoff, supra note 12, at 692-707. 85 A potential concern in differences-in-differences studies is the presence of serial correlation, particularly with financial variables, especially if investment patterns are persistent. (1996) , we ran a specification in which we exponentiated the righthand side. In this specification the result was slightly stronger and remained statistically significant.
Percentage "Safe" in Personal Trusts
To confirm that these increases in stock holdings came at the expense of investments with low default risk favored by the prudent man rule, we reran the same regressions but with "safe" investments, defined as before, as our dependent variable. The results mirrored those of the percentage stock regressions, with similar but oppositely signed findings, implying a roughly one-for-one trade-off of "safe" investments for stock. For example, in the basic model with controls for total state trust assets and ERISA funds held in "safe," the result on percentage of "safe" holdings was -2.02, in comparison to 2.11 for stock holdings in the same model. These results indicate that the observed increase in stock holdings after enactment of the prudent investor rule came at the expense of investments with little to no default risk. We therefore conclude that the new rule prompted movement outward on the risk and return curve. The foregoing analysis assumes that the effect of the new rule was a single, discrete jump in stock holdings. But there is good reason to suppose that the effect might be gradual, as in Figure 4 . New legal rules create uncertainty, and the canonical statements of the new prudent investor rule give the trustee a "reasonable time" to bring the trust portfolio into compliance.
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How much time is "reasonable" depends on the tax and other transaction costs of reallocation.
To allow for a more gradual adjustment of portfolios, we examined separately the effect of the rule in the first two years after enactment and in the third and subsequent years after enactment. The long-run (three-plus years) effect of the reform is increased stock holdings of roughly 3 percentage points, a bit more than the 2 percentage points increase estimated above. In addition, to test for the presence of a biasing trend, we examined portfolio allocation in the three years prior to enactment and found no upward trend prior to the new rule. In sum, we found no change in stock holdings in the three years prior to reform, and the effect of the reform appears to have increased over time, consistent with Figure 4. 
Stock Market Appreciation
Stock prices appreciated substantially in the period under study. The S&P 500 nearly tripled between 1990 and 1997, the same period in which Figures 1 and 3 show a clear shift in trust asset allocation from government bonds to stocks. If there is inertia in trust asset allocation, stock price appreciation has the potential to bias our results, particularly if the propensity of a state's institutional trustees to hold stock is correlated with the state's earlier adoption of the prudent investor rule.
We undertook two econometric strategies to ensure that we did not mistake stock market appreciation as reallocation into stock. First, in all regressions we included a control for year-to-year variation, what are known as "year fixed effects." This control variable should remove variation owing to stock market trends independent of changes in the state's statutory prudent investor rules. Second, we ran a series of regressions taking "net percentage stock" as our outcome variable, with net percentage stock defined as the change in percentage of stock holdings in personal trusts minus the percentage change in the S&P 500.
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In the net percentage stock regressions our results were largely unchanged, giving us confidence that our prudent investor rule findings are not artifacts of stock market appreciation. Further, in these regressions the year fixed effects became insignificant, suggesting that the remainder of the increase in stock holdings in the period under study, above that which we have connected to the prudent investor rule statutes, traces to stock market appreciation.
ERISA Funds Control Group
As a final robustness check, we undertook a series of regressions taking as our outcome variable the difference between (a) the year-to-year change in the percentage of trust assets held in stock in reform states relative to nonreform states, and (b) the year-toyear change in the percentage of ERISA fund assets held in stock in reform states relative to nonreform states. By adding a further level of differencing, these models should account for additional factors bearing on the asset allocation preferences of the institutions in our sample other than the effect of the new prudent investor rule. The results were largely consistent with the percentage stock models, with a larger effect of the reform (a little over 4 points), and with even stronger evidence of an ongoing, increasing effect over time.
Conclusion
Summary of Results
Our empirical analysis demonstrates that changes in the default rules of prudent trust investment affected trust portfolio allocation. Depending on the approach taken, our analysis implies that the trust institutions in our sample increased stock holdings by 1.5 to 4.5 percentage points after the adoption of the new prudent investor rule. This is an overall increase in stock holdings of 3 to 10 percent. Our findings, which endure across a variety of identification strategies and numerous robustness checks, explain roughly 10 to 30 percent of the overall increase in stock holdings in the period under study. The rest of the increase appears to be attributable to stock market appreciation.
Assuming that 2 percentage points more of personal trust funds were invested in stock as of 1997, a year when reported personal trust assets totaled nearly $750 billion, roughly $15 billion more was invested in stock than otherwise would have been. This result is more impressive when one considers that: (1) for many trusts the new law will not require a reallocation; (2) the new law requires the trustee of a noncomplying trust to reallocate the trust portfolio within a "reasonable time" given the tax and other transaction costs of reallocation; (3) the trusts in our sample were held by institutional trustees that tend to have access to competent legal counsel and standard-form trust agreements with well-drafted opt-out provisions; and (4) the data include revocable trusts, which are not likely to be affected by the new rule, and charitable trusts, for which the effect of the new rule is likely to be attenuated. 89 Percentage of stock holdings is an interesting outcome variable not only because of the old rule's hostility to stock, but also because it proxies for movement along the risk and return curve. Our findings imply movement outward on the risk and return curve after a state's adoption of the new prudent investor rule. The agency problems in trust law, together with trustee compensation schemes, rigid doctrine, and the risk of judicial hindsight bias, combined to make bank trust departments conservative investors under the old law. We cautiously conclude that the new prudent investor rule is welfare enhancing.
Implications for Policy, Doctrine, and Future Research
Our results provide the first empirical evidence that fiduciary law is a potentially viable means of governance in trust law. Although our findings do not speak to the optimal content of trust fiduciary law, they confirm that trustee behavior is sensitive to changes in trust fiduciary law. The fact that fiduciary standards constrain trustees is comforting because the threat of fiduciary litigation is the primary force for minimizing agency costs in the modern trust relationship. 90 The increasing role of stock in trust portfolios, and the movement of such portfolios outward on the risk and return curve, tend to support reforms allied with the new prudent investor rule such as: (a) formalizing the trustee's duty to diversify; 91 (b) making less rigid the formal distinction between principal and income; 92 and (c) measuring damages for imprudent trust portfolio management in relation to a total return benchmark. 93 Diversification is crucial because, when taking on default risk to reduce inflation risk, firm-and industryspecific (or unsystematic) risk can be avoided, leaving only compensated market (or systematic) risk. Principal and income reform, such as equitable adjustment or unitrust legislation, is necessary to free the trustee's hand to invest for total return without distortion from the duty of impartiality. Such reform is now widespread. 94 In work now in progress making use of the IRS data referenced earlier, 95 we examine the effect of the principal and income reforms, both in isolation and in relation to the new prudent investor rule.
Finally, as we will set out in greater detail in future work, measuring damages by reference to total return instead of an interest-rate based remedy will more closely align damages with the injury in fact suffered by the plaintiff. The key point, brought into view by our findings here, is that trust portfolios are now more heavily invested in stock. For such trusts, interestbased remedies will undercompensate in up markets and overcompensate in down markets.
